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Governmental Developments—1995
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Audits o f  State and Local G overnm ental Units
NOTICE TO READERS
This audit risk alert is intended to provide auditors of financial statements 
of state and local governments with an overview of recent economic, indus­
try, regulatory, and professional developments that may affect the audits 
they perform. This document has been prepared by the AICPA staff. It has 
not been approved, disapproved, or otherwise acted on by a senior technical 
committee of the AICPA.
Mary McKnight Foelster
Technical Manager, Federal Government Division
Gerard L. Yarnall
Director, Audit and Accounting Guides
The staff of the AICPA is grateful to the members of the AICPA Govern­
ment Accounting and Auditing Committee for their contribution to this 
document.
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State and Local Governmental 
Developments—1995
Industry and Economic Developments
Throughout 1994 and early 1995, the United States economy as a 
whole continued its steady recovery from several years of recession. Most 
analysts have attributed the recovery in large part to a low rate of infla­
tion and growing consumer confidence. Although the steady growth of 
the economy has been favorable for state and local governments, with 
some ending fiscal year 1994 with revenues exceeding expectations, 
others are still struggling with the pressures of providing funding for 
education and law enforcement, achieving local property tax relief, com­
plying with unfunded mandates, and maintaining capital assets and 
infrastructure. Efforts by the Federal Reserve Board to control inflation by 
raising interest rates have been both beneficial and detrimental to many 
governments. The higher interest rates have increased the return on some 
investments held by governmental entities. At the same time, however, 
the higher rates have increased the costs of certain borrowings.
Another key area of concern for state governments is health care 
funding, particularly funding for Medicaid. Although the growth rate 
has slowed from double-digit figures to a projected rate of 8.7 percent in 
fiscal 1995, according to the Fiscal Survey o f States by the National 
Governors' Association, the growth of Medicaid spending still exceeds 
states' revenue growth and translates into budgetary pressures and 
reductions in other state services.
Many governments have some form of balanced budget requirement. 
The expectation of a balanced budget by taxpayers, as well as concern 
with bond ratings, also motivates state and local officials to try to achieve 
such balance. Maintaining a balanced budget will likely be a challenge 
for many governments in 1995, particularly in the wake of an historic 
election in which a majority of gubernatorial races were won by Republi­
cans on platforms of spending cuts, tax reform, and less government. 
Although there are certain to be efforts to reduce government spending 
during 1995, there are also likely to be pushes for tax cuts which could 
put significant strains on state and local government finances.
State legislatures are focusing on the impact of federal deficit reduction 
measures that could result in cost shifting to the states. Cuts in federal 
spending and changes in federal laws may mean states would assume
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responsibility for funding billions of dollars of welfare, environmental, 
education, and other programs. Some of these unfunded mandates could 
be pushed down to local governments. Congress has responded to these 
concerns by considering a constitutional amendment prohibiting the 
federal government from imposing spending requirements on states 
without also providing the resources to pay for them. These issues are 
likely to come to a vote during the 104th Congress.
Specific Industry Conditions
During 1994 and into 1995, state and local government issues became 
national news. Auditors should be alert to developments in these areas. A 
discussion of these issues follows.
Investment Risk. In the past year, increasing attention has been focused 
on derivatives and structured financial instruments. Derivatives are finan­
cial instruments whose values are derived from underlying market rates 
or indices. Structured financial instruments include mortgage-backed 
securities, such as collateralized mortgage obligations, principal-only 
strips, and interest-only strips.
Because of the recent volatility of interest rates and numerous other 
market rates and indices, some governments have incurred significant 
losses from derivatives and structured financial instruments. In Orange 
County, California, the use of derivatives, structured financial instru­
ments, and reverse repurchase agreements recently received national 
attention. The county's trading practices, based on assumptions that 
interest rates would fall, resulted in a loss of nearly $1.7 billion. This 
investment loss ultimately forced Orange County to file for bankruptcy. 
Further, many local governments that had participated in Orange 
County's investment pool may also face severe financial strain. It should 
be noted that one of the core problems in Orange County was its 
aggressive investment strategy. Much of the problem arose because of a 
mismatch in maturity between the pool's investments and its 
obligations.
A number of other municipalities around the country have also suf­
fered losses from investments in derivatives and structured financial 
instruments. Auditors should be aware that debt and investment activity 
for governmental entities is often governed by legal or contractual provi­
sions, and in many cases, governments are precluded from engaging in 
most derivative activities (see further discussion on the audit implications 
of derivatives use in the section entitled “Audit Issues and Developments").
Municipal Bonds. The market for municipal securities is characterized 
by great diversity and high volume. Issuers include state governments,
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cities, towns, counties, and special subdivisions, such as special- 
purpose districts and public authorities. In recent years, the forms of 
securities used to meet the financing needs of municipal issuers have 
become increasingly diverse and complex. For example, conduit debt, 
certificates of participation, and a variety of derivative products have 
joined traditional general obligation and revenue bonds as popular forms 
of municipal financing. Although the quality of primary offering dis­
closure in the municipal securities markets has generally improved over 
the last two decades, there continue to be concerns about the adequacy of 
municipal offering disclosures, particularly with respect to offerings of 
nongeneral obligation bonds and smaller issues. In response to these con­
cerns, both the Securities and Exchange Commission (SEC) and 
Congress have taken action.
During 1994, the SEC formally stepped up its pressure on municipal 
bond issuers to make them subject to disclosure and issuance standards 
that are more like those required of publicly traded companies. It did this 
by taking several aggressive steps that it hopes will improve both the 
quantity and quality of municipal disclosure. First, the SEC issued inter­
pretive guidance that addresses disclosures in municipal bond offerings. 
The SEC also adopted a package of rule amendments that would gener­
ally prohibit a dealer in municipal securities from engaging in offerings 
of municipal bonds unless the dealer has determined that an issuer has 
agreed to provide annual financial information and notices of material 
events. Further, the SEC has increased its enforcement efforts in the area 
of municipal bond issues (see further discussion on SEC actions and 
enforcement efforts in the section entitled "Regulatory, Legislative, and 
Other Developments").
In response to the Orange County bankruptcy, Congress has also 
become interested in the area of municipal bond disclosures. Legislation 
is expected to be introduced during 1995 that would require municipali­
ties and other local government agencies to provide extensive and 
periodic financial disclosures when they issue bonds and other securities.
Industry Conference
The AICPA will hold its twelfth annual National Governmental 
Accounting and Auditing Update Conference on August 28-29, 1995, 
in Washington, D.C., and again on September 28-29, 1995, in Denver, 
Colorado. This conference is designed for practitioners; officials working 
in federal, state, or local governmental finance and accounting; and recip­
ients of federal financial assistance. Participants will receive updates on 
current issues, practical advice, and timely guidance on recent develop­
ments from experts. For more information about the conference, please 
call the AICPA Meetings and Travel Department at (201) 938-3232.
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Regulatory, Legislative, and Other Developments
Revisions to Government Auditing Standards
The U.S. General Accounting Office (GAO) issued a revision to Govern­
ment Auditing Standards, also known as the Yellow Book, in June 1994 (1994 
Revision). The standards for financial audits are effective for periods 
ending on or after January 1, 1995. The 1994 Revision provides guidance, 
rather than requirements, on the auditor's consideration of internal con­
trols for the control environment, safeguarding controls, controls over 
compliance with laws and regulations, and control risk assessment, and 
does not establish new responsibilities for testing controls. Further, the 
1994 Revision—
• Adds a requirement for audit organizations to provide a copy of 
their most recent external quality control review report to parties 
seeking to contract for an audit.
• Sets a new benchmark for the sufficiency of working papers; they 
should enable an experienced auditor to ascertain from them the 
evidence that supports the significant conclusions and judgments. It 
explicitly requires the working papers to include descriptions of 
transactions and records examined so that an experienced auditor 
would be able to examine the same transactions and records.
• Adds a requirement for auditors to communicate their 
responsibilities for consideration of internal controls and compliance 
with laws and regulations to audit committees or the individuals 
with whom they have contracted for the audit.
• Adds a requirement to include a reference to Government Auditing 
Standards in audit reports when they are being submitted in 
accordance with a law or regulation calling for an audit in 
accordance with Government Auditing Standards.
• Adds a requirement that the report on the financial statements either 
(1) describe the results of the auditor's tests of internal controls and 
compliance or (2) refer to separate reports on controls and compliance.
• Clarifies a requirement that the auditor report irregularities and 
illegal acts directly to parties outside the client, in certain 
circumstances, even if he or she has resigned or been dismissed from 
the audit.
• Clarifies a requirement that auditors report all irregularities and 
illegal acts except for those that are clearly inconsequential.
• Adds a requirement to design the audit to provide reasonable 
assurance of detecting noncompliance with contract provisions and
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grant agreements that could have a direct and material effect on 
financial statement amounts.
• Deletes the requirement to describe categories of internal controls in 
reporting on internal controls.
• Deletes the requirement to express positive and negative assurance 
on compliance with laws and regulations.
• Incorporates relevant AICPA Statements on Auditing Standards 
(SASs), for example, SAS No. 62, Special Reports (AICPA, Professional 
Standards, vol. 1, AU sec. 623), and attestation standards into 
Government Auditing Standards for financial related audits.
As a result of the 1994 Revision, auditors should be alert to the 
following.
AICPA Guidance on 1994 Revision. As noted above, the 1994 Revision 
changes the reporting requirements for financial audits performed in 
accordance with those standards. These and other general and fieldwork 
standards changes will be incorporated in the Audit and Accounting 
Guide Audits of State and Local Governmental Units, through conforming 
changes to the AICPA's audit and accounting guides loose-leaf service, 
and in an updated bound volume of the Guide with conforming changes 
during 1995. In the meantime, revised illustrative auditor's reports on a 
governmental entity's financial statement audit that conform with the 
1994 Revision are presented below.
Unqualified Opinion on General-Purpose Financial Statements1
Independent Auditor's Report
We have audited the accompanying general-purpose financial 
statements of City of Example, Any State, as of and for the year 
ended June 30, 19X1. These general-purpose financial statements 
are the responsibility of City of Example, Any State, management.
Our responsibility is to express an opinion on these general- 
purpose financial statements based on our audit.
1 The financial statements of a component unit should acknowledge that the 
component unit is a component unit of another government; for example, "We 
have audited the accompanying general-purpose financial statements of Sample 
County School District, component unit of Sample County, as of and for the year 
ended June 30, 19X1." In addition, the notes to the component unit's financial 
statements should identify the primary government of the financial reporting 
entity and the component unit's relationship to the primary government. For 
reporting on the financial statements of a primary government that omit the finan­
cial data of each component unit, see the Audit and Accounting Guide Audits of 
State and Local Governmental Units, example A.4, "Report on Primary Government 
Financial Statements That Omit the Financial Data of Each Component Unit."
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We conducted our audit in accordance with generally accepted 
auditing standards.2 Those standards require that we plan and per­
form the audit to obtain reasonable assurance about whether the 
general-purpose financial statements are free of material misstate­
ment. An audit includes examining, on a test basis, evidence 
supporting the amounts and disclosures in the general-purpose 
financial statements. An audit also includes assessing the account­
ing principles used and significant estimates made by 
management, as well as evaluating the overall general-purpose 
financial statement presentation. We believe that our audit provides 
a reasonable basis for our opinion.
In our opinion, the general-purpose financial statements referred to 
above present fairly, in all material respects, the financial position of 
City of Example, Any State, as of June 30 , 19X1, and the results of its 
operations and cash flows of its proprietary fund types and non­
expendable trust funds for the year then ended in conformity with 
generally accepted accounting principles.3
[Signature]
[Date]
2 When the report on the financial statements is submitted to comply with 
a legal, regulatory, or contractual requirement for an audit in accordance with 
Government Auditing Standards, insert the phrase "and Government Auditing Stand­
ards issued by the Comptroller General of the United States."
3 When the report on the financial statements is submitted to comply with 
a legal, regulatory, or contractual requirement for an audit in accordance with 
Government Auditing Standards, a paragraph similar to the following should be 
added after the opinion paragraph:
In accordance with Government Auditing Standards, we have also issued a 
report dated [date o f report] on our consideration of City of Example's 
internal control structure and a report dated [date of report] on its compli­
ance with laws and regulations.
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Unqualified Report on Compliance Based on an Audit of 
General-Purpose Financial Statements Performed in 
Accordance With Government Auditing Standards —
No Reportable Instances of Noncompliance
We have audited the general-purpose financial statements of City 
of Example, Any State, as of and for the year ended June 3 0 , 19X1, 
and have issued our report thereon dated August 15, 19X1.1
We conducted our audit in accordance with generally accepted 
auditing standards and Government Auditing Standards, issued by 
the Comptroller General of the United States. Those standards 
require that we plan and perform the audit to obtain reasonable 
assurance about whether the financial statements are free of mate­
rial misstatement.
Compliance with laws, regulations, contracts, and grants applicable 
to City of Example, Any State, is the responsibility of City of 
Example, Any State's management. As part of obtaining reasonable 
assurance about whether the financial statements are free of 
material misstatement, we performed tests of City of Example, Any 
State's compliance with certain provisions of laws, regulations, 
contracts, and grants. However, the objective of our audit of the 
general-purpose financial statements was not to provide an opinion 
on overall compliance with such provisions. Accordingly, we do 
not express such an opinion.
The results of our tests disclosed no instances of noncompliance 
that are required to be reported herein under Government Auditing 
Standards.2
This report is intended for the information of the audit committee, 
management, and [specify legislative or regulatory body]. However, 
this report is a matter of public record and its distribution is 
not limited.
[Signature]
[Date]
1 Describe any departure from the standard report.
2 See Government Auditing Standards, Chapter 5, paragraphs 5.18-5.19, for 
reporting criteria.
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Report on the Internal Control Structure Based on an Audit of 
General-Purpose Financial Statements Performed in 
Accordance With Government Auditing Standards
We have audited the general-purpose financial statements of City 
of Example, Any State, as of and for the year ended June 3 0 , 19X1, 
and have issued our report thereon dated August 15, 19X1.1
We conducted our audit in accordance with generally accepted 
auditing standards and Government Auditing Standards, issued by 
the Comptroller General of the United States. Those standards 
require that we plan and perform the audit to obtain reasonable 
assurance about whether the general-purpose financial statements 
are free of material misstatement.
The management of City of Example, Any State, is responsible for 
establishing and maintaining an internal control structure. In 
fulfilling this responsibility, estimates and judgments by manage­
ment are required to assess the expected benefits and related costs 
of internal control structure policies and procedures. The objectives 
of an internal control structure are to provide management with 
reasonable, but not absolute, assurance that assets are safeguarded 
against loss from unauthorized use or disposition, and that trans­
actions are executed in accordance with management's 
authorization and recorded properly to permit the preparation of 
general-purpose financial statements in accordance with generally 
accepted accounting principles.2 Because of inherent limitations 
in any internal control structure, errors or irregularities may never­
theless occur and not be detected. Also, projection of any evaluation 
of the structure to future periods is subject to the risk that proce­
dures may become inadequate because of changes in conditions or 
that the effectiveness of the design and operation of policies and 
procedures may deteriorate.
In planning and performing our audit of the general-purpose finan­
cial statements of City of Example, Any State, for the year ended 
June 30 , 19X1, we obtained an understanding of the internal control 
structure. With respect to the internal control structure, we obtained 
an understanding of the design of relevant policies and procedures 
and whether they have been placed in operation, and we assessed 
control risk in order to determine our auditing procedures for the 
purpose of expressing our opinion on the general-purpose financial 
statements and not to provide an opinion on the internal control 
structure. Accordingly, we do not express such an opinion.
1 Describe any departure from the standard report.
2 If the financial statements are on a basis other than generally accepted 
accounting principles (for example, cash basis), the phrase "generally accepted 
accounting principles" should be modified.
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We noted certain matters involving the internal control structure 
and its operation that we consider to be reportable conditions 
under standards established by the American Institute of Certified 
Public Accountants. Reportable conditions involve matters coming 
to our attention relating to significant deficiencies in the design or 
operation of the internal control structure that, in our judgment, 
could adversely affect the entity's ability to record, process, summa­
rize, and report financial data consistent with the assertions of 
management in the general-purpose financial statements.
[Include paragraphs to describe the reportable conditions noted.]
A material weakness is a reportable condition in which the design 
or operation of one or more of the specific internal control structure 
elements does not reduce to a relatively low level the risk that 
errors or irregularities in amounts that would be material in rela­
tion to the general-purpose financial statements being audited may 
occur and not be detected within a timely period by employees in 
the normal course of performing their assigned functions.
Our consideration of the internal control structure would not 
necessarily disclose all matters in the internal control structure that 
might be reportable conditions and, accordingly, would not neces­
sarily disclose all reportable conditions that are also considered to 
be material weaknesses as defined above. However, we believe 
none of the reportable conditions described above is a mate­
rial weakness.3
We also noted other matters involving the internal control structure 
and its operation that we have reported to the management of City of 
Example, Any State, in a separate letter dated August 15, 19X1.4
3 If conditions believed to be material weaknesses are disclosed, the report 
should describe the weaknesses that have come to the auditor's attention. The last 
sentence of this paragraph should be modified as follows:
However, we noted the following matters involving the internal control 
structure and its operation that we consider to be material weaknesses as 
defined above. These conditions were considered in determining the 
nature, timing, and extent of the procedures to be performed in our audit 
of the financial statements of City of Example, Any State, for the year 
ended June 3 0 , 19X1.
[A description of the material weaknesses that have come to the auditor's atten­
tion would follow.]
4 If a separate letter has not been issued, this paragraph should be omitted.
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This report is intended for the information of the audit committee, 
management, and [specify legislative or regulatory body]. However, 
this report is a matter of public record, and its distribution is not 
limited.
[Signature]
[Date]
Combined Reporting. The 1994 Revision gives auditors the option to 
report on compliance with laws and regulations and internal controls in 
the report on the financial statements. If auditors choose this option, the 
1994 Revision requires that the "combined" report include an introduc­
tion summarizing key findings in the audit of the financial statements 
and the related compliance and internal control work. Although it may 
be feasible for auditors to issue such combined reports, the AICPA 
Government Accounting and Auditing Committee is discouraging 
auditors from doing so until the AICPA can provide illustrative guidance. 
An AICPA task force has been assembled recently to explore ways to 
simplify current auditor reporting on state and local government audits.
Noncompliance With Provisions o f Contracts or Grant Agreements. In addi­
tion to the requirements of SAS No. 53, Errors and Irregularities (AICPA, 
Professional Standards, vol. 1, AU sec. 316), and SAS No. 54, Illegal Acts 
by Clients (AICPA, Professional Standards, vol. 1, AU sec. 317), the 1994 
Revision adds an additional standard that states that auditors have the 
same responsibility in designing the audit with respect to noncompliance 
with provisions of contracts or grant agreements (other noncompliance) 
as they have with irregularities and illegal acts. With regard to reporting, 
the 1994 Revision states that when auditors conclude that an irregularity 
or illegal act either has occurred or is likely to have occurred, they should 
report all such instances except those that are clearly inconsequential. This 
is consistent with the requirements of both SAS Nos. 53 and 54. However, 
paragraph 5.18 of the 1994 Revision requires that auditors report other 
noncompliance (for example, a violation of a contract provision or grant 
agreement) that is material to the financial statements. The 1994 Revision 
also requires that irregularities, illegal acts, or other noncompliance that 
are not required to be reported in accordance with the above be commu­
nicated to the client, preferably in writing.
Impact on Single Audit Reporting. The 1994 Revision deletes the require­
ment to describe categories of internal controls and the requirement to 
express positive and negative assurance on compliance with laws and
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regulations. These changes, however, have no effect on auditor reporting  
on internal controls and com pliance relating to federal financial assis­
tance under U.S. Office of M anagem ent and Budget (OMB) Circular A - 
128, Audits of State and Local Governments. OMB Circular A -128 continues 
to require auditors to identify the categories of significant internal 
accounting controls, and those controls designed to provide reasonable 
assurance that federal program s are being m anaged in com pliance with  
laws and regulations. Further, with respect to the auditor's report on  
com pliance, OM B Circular A -128 continues to require positive assurance  
on those items tested and negative assurance on those items not tested. 
Therefore, auditors should continue to use the reports on internal controls 
and compliance relating to federal financial assistance included in the Audit 
and Accounting Guide Audits of State and Local Governmental Units, appen­
dix A, exam ples A .18(A )-A .24  and A .26(A )-A .26(E).
R ev ision s to  the O ffice o f  M anagem ent an d  Budget's C om pliance  
Supplem ent for Single Audits of State and Local Governments
The OM B is expected to issue revisions to its Compliance Supplement for 
Single Audits o f State and Local Governments (the Com pliance Supplement) 
during 1995. This publication sets forth the com pliance requirements that 
are to be considered in single audits of state and local governm ents. 
A m ong other things, the revisions are intended to update the specific 
program  requirements to incorporate new  laws and regulations and to 
m ake changes to the General Requirements, which will now  be called 
C om m on Requirements.
The Com pliance Supplem ent will also be expanded to include a sec­
tion illustrating internal controls that could be used by recipients to 
assure com pliance with laws and regulations covered by the C om m on  
Requirements. The illustrative internal controls could also assist auditors 
in assessing w hether internal control structure policies and procedures 
are in place to provide reasonable assurance that the organization is 
m anaging federal financial assistance program s in com pliance w ith  
law s and regulations.
The Com pliance Supplem ent is also being expanded to include a sepa­
rate section pertaining only to single audits of public housing authorities. 
The section contains com pliance requirem ents, internal control struc­
ture policies and procedures that m anagem ent should im plem ent to 
assure com pliance with these requirements, and com pliance audit 
procedures.
Additionally, the Com pliance Supplem ent is being revised to provide  
generic suggested audit procedures for the Com m on and Specific C om ­
pliance Requirements, as opposed to procedures for each program  
com pliance requirem ent (for exam ple, one set of audit procedures for 
eligibility, regardless of the program ).
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Final Revisions Issued to OMB Circulars
OMB Circular A-102. In October 1994, the OMB revised OMB Circular 
A-102, Grants and Cooperative Agreements with State and Local Governments, 
to incorporate requirements in various statutes and executive orders 
issued since the Circular was last issued in March 1988. The revision 
relates to, among other things, cash management provisions, guidance 
for infrastructure investment, and the disclosure of the federal contribu­
tion in procurement of goods and services. The revisions were effective 
November 2 1 , 1994.
OMB Circular A-110. Auditors involved with audits of federal financial 
assistance for colleges and universities, hospitals, and other not-for-profit 
organizations, including those that are governmental, should be alert to 
the November 1993 issuance of final revisions to OMB Circular A-110, 
Uniform Administrative Requirements for Grants and Agreements with Institu­
tions o f Higher Education, Hospitals, and Other Nonprofit Organizations. The 
circular applies to all federal agencies and includes adoption of the audit 
requirements of OMB Circular A-133, Audits of Institutions of Higher Edu­
cation and Other Nonprofit Institutions. When OMB revised the circular, it 
directed federal agencies to adopt the policy verbatim, except in cases 
where different provisions are required by federal statute or are 
approved by OMB. The following agencies implemented OMB Circular 
A-110 during 1994:
Corporation for National 
and Community Service
General Services Administration 
National Science Foundation 
U.S. Department of Education
U.S. Department of Health 
and Human Services
U.S. Department of Housing 
and Urban Development
U.S. Department of the Interior 
U.S. Department of Labor 
U.S. Department of State
U.S. Department of 
Transportation
U.S. Information Agency
Auditors should refer to each agency's regulations or other imple­
menting documents to ascertain specific deviations from OMB Circular 
A-110 and the effect on the audit, if any.
Proposed Revisions Issued to OMB Circulars
OMB Circular A-87. The OMB proposed revisions to OMB Circular A-87, 
Cost Principles Applicable to State and Local Governments, in August 1993. A 
final revised circular is expected to be issued in mid-1995 effective for 
grantee fiscal years beginning after its issuance or the effective date of new 
cost allocation plans (which includes indirect cost agreements), whichever
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is later. The proposal conforms many of the Circular A-87 requirements to 
those found in OMB Circular A-21, Cost Principles for Educational 
Institutions. Specifically, the proposed revisions would—
• Allow interest on equipment and building improvements.
• Clarify allowability of depreciation and use charges.
• Disallow self-assessed sales and other general-purpose taxes that 
have a disproportionate impact on federal programs.
• Clarify lobbying, litigation, and mass severance pay cost prohibitions.
• Allow costs based on generally accepted accounting principles 
(GAAP) if they are funded for pension costs, retiree health benefits, 
employee leave, and insurance reserves.
OMB Circular A-21. During 1995, the OMB is expected to revise OMB 
Circular A-21 to incorporate four standards promulgated by the Cost 
Accounting Standards Board (CASB) (Cost Accounting Standards 501, 
502, 505, and 506) and a CASB Accounting Policies Disclosure State­
ment. These standards require educational institutions that receive a 
federal contract or subcontract in excess of $500,000 to adhere to man­
dated practices for consistently estimating, accounting, and reporting 
costs, among other things. Further, under certain circumstances, universi­
ties must disclose their cost accounting practices on a standard federal 
report when specific thresholds of federal contract activity are met. Once 
the four cost accounting standards are incorporated into OMB Circular 
A-21, they will be applicable to both contracts and other sponsored agree­
ments. Auditors involved with audits of federal financial assistance for 
colleges and universities, including those that are governmental, should 
be alert for the issuance of the revised circular.
Future Single Audit Developments
Based on the results of recent studies and recommendations by the 
GAO and the President's Council on Integrity and Efficiency (PCIE) 
Standards Subcommittee and other factors, the OMB is moving forward 
on a project to revise OMB Circulars A-128 and A-133 and to recommend 
to Congress changes to the Single Audit Act. As the first step in this 
project, the OMB issued proposed revisions to OMB Circular A-133 in 
March 1995. The effective date for the revision has not yet been decided. 
These proposed revisions contain sweeping changes to the selection crite­
ria for major programs, audit thresholds, reporting requirements, and 
federal agency and management organization oversight responsibilities. 
In the proposed revisions, the OMB is asking for comments on the effec­
tiveness of a triennial audit approach whereby an organization that
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receives an unqualified auditor's opinion, accompanied by reports on 
internal controls and compliance that contain no material audit findings 
for two successive audits, will only be required to have a single audit 
once every three years. Interim audits must be in accordance with 
Government Auditing Standards, with additional work on assessing inter­
nal control policies and procedures pertaining to compliance with laws 
and regulations over federal programs.
As the second step, the OMB is expected to recommend an amend­
ment to the Single Audit Act based on the proposed revisions to OMB 
Circular A-133. This amendment would extend coverage of the Single 
Audit Act to colleges, universities, hospitals, and nonprofit organizations. 
The OMB would then combine OMB Circulars A-128 and A-133 into one 
circular. However, as of the date of this Audit Risk Alert, it is uncertain 
whether Congress will consider amendments to the Single Audit Act in 
1995. If Congress does not revise the Single Audit Act during 1995, the 
OMB may issue a revised OMB Circular A-133 and then later make any 
necessary amendments to OMB Circular A-133 upon passage of a revised 
Act. If the OMB is successful in combining Circulars A-128 and A-133, an 
OMB project would be undertaken to combine the Compliance Supplement 
for Single Audits of State and Local Governments and the Compliance Supple­
ment for Audits of Institutions o f Higher Learning and Other Non-Profit 
Organizations.
SEC Municipal Bond Disclosure Activity
Although Congress exempted offerings of municipal securities from 
the registration requirements and civil liability provisions of the Securi­
ties Act of 1933, and a mandated system of periodic reporting under the 
Securities Exchange Act of 1934, it did not exempt transactions in muni­
cipal securities from the coverage of the antifraud provisions of those 
acts. Due to increasing concerns over the adequacy of municipal bond 
disclosures, the SEC took several actions during 1994. As a result of these 
actions, there is certain to be an increased focus on official statements and, 
hence, potentially higher exposure for the auditor. The Audit and Account­
ing Guide Audits of State and Local Governmental Units (the Guide), 
chapter 19, discusses the requirements of SAS No. 8, Other Information in 
Documents Containing Audited Financial Statements (AICPA, Professional 
Standards, vol. 1, AU sec. 550), and contains guidance for auditors associ­
ated with financial statements included in official statements. Specifically, 
paragraph 19.06 of the Guide states that when associated with financial 
statements included in an official statement, the auditor should read the 
other information in the official statement and consider whether such infor­
mation or the manner of its presentation is materially inconsistent with 
information or the manner of its presentation appearing in the financial
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statements. Also, the recent SEC actions will lead to contractual require­
ments for issuers that may govern, among other things, required 
financial information and audit requirements. Therefore, auditors should 
be alert for potential compliance problems in this area. A summary of the 
SEC actions follows.
Final Rule Issued. In November 1994, the SEC issued a final rule (Section 
17, Code o f Federal Regulations (CFR), Part 240, Release No. 34-34961), 
Municipal Securities Disclosure, which amends Rule 15c2-12 under the 
Securities Exchange Act of 1934. The final rule was published in the 
November 17, 1994, Federal Register and is effective on July 3, 1995. Its 
objective is to deter fraud and manipulation in the municipal securities 
market by prohibiting the underwriting and subsequent recommenda­
tion of securities for which adequate information is not available. The 
final rule prohibits underwriters from purchasing or selling new issues of 
municipal securities unless the issuer (a state or local government) and 
obligated persons provide certain annual information and event notices 
to various information repositories. Obligated persons are the persons 
(including issuers) who are generally committed by contract or other 
arrangement to support payment of all or part of the obligation, other 
than providers of bond insurance, letters of credit, or liquidity facilities.
Issuers and obligated persons will be required to release information 
on certain material events that could affect the value of the municipal 
securities. These events include the following:
• Principal and interest payment delinquencies
• Nonpayment-related defaults
• Unscheduled draws on debt service reserves reflecting finan­
cial difficulties
• Unscheduled draws on credit enhancements reflecting finan­
cial difficulties
• Substitution of credit or liquidity providers, or their failure 
to perform
• Adverse tax opinions or events affecting the tax-exempt status of 
the security
• Modifications to rights of security holders
• Bond calls
• Defeasances
• Release, substitution, or sale of property securing repayment 
of securities
• Rating changes
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Issuers and obligated persons will also be required to disclose on a 
timely basis the failure to provide required annual financial information 
on or before the date specified in the written agreement or contract. Cur­
rently, there is an ongoing debate as to whether the disclosures of 
material events should be limited to the events listed above. According to 
a January 3 1 , 1995, Bond Buyer article, SEC attorneys have indicated that 
issuers' disclosures o f  material events should not be limited to the events 
above. Further, the SEC attorneys said that issuers' obligations under the 
securities fraud laws go beyond the list of events and cover anything that 
could materially affect their bonds. Auditors should be alert for develop­
ments in this area.
Written agreements or contracts for the benefit of the holders of munic­
ipal securities will specify which parties must provide annual financial 
information and event notices. These agreements or contracts will also 
specify the kind of financial information and operating data to be pro­
vided, the required accounting principles that will be used to prepare 
annual financial statements and whether they will be audited, and the 
date that the financial information will be provided.
Although the final rule is effective on July 3 ,  1995, issuers do not need 
to provide annual financial information for fiscal years ending before 
January 1, 1996. Certain issuances of municipal securities, including 
those with an aggregate principal amount of less than $1 million, are 
completely exempted from the final rule.
Interpretive Release Issued. In March 1994, the SEC issued Interpretive 
Release No. 33-7049 (Section 17, CFR, Parts 211, 231, and 241) Statement 
of the Commission Regarding Disclosure Obligations of Municipal Securities 
Issuers and Others. This interpretive release is cited in the above-described 
final rule as a source of guidance on the disclosure obligations of issuers 
of municipal securities. This guidance is intended to assist municipal 
securities issuers, brokers, and dealers in meeting their obligations under 
the antifraud provisions of the securities laws. The interpretive release 
addresses, among other items, the disclosure of potential conflicts of 
interest and material financial relationships among issuers, advisers, and 
underwriters, including those arising from political activities; disclosure 
regarding the terms and risks of securities being offered; and disclosure 
of the issuer's or obligor's financial condition, results of operations, and 
cash flows.
IR S  M unicipal B on d  A udits
The Internal Revenue Service (IRS) has recently referred nearly three 
hundred municipal bond issues to its district offices for increased scru­
tiny. Many of these bond issues are likely to be formally audited by the 
IRS. Most of the examinations will look into compliance with laws and
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regulations affecting arbitrage, which is earned in the municipal bond 
market by investing bond proceeds in higher yielding obligations. The 
IRS is also setting up a random audit program to determine the overall 
level of compliance in municipal bond offerings. These IRS audits are 
expected to begin in 1995 and will, in some cases, include a review of 
how bond proceeds are used. If the IRS determines that municipal bond 
issuers did not comply with laws and regulations, the income earned by 
holders of the municipal bonds will be subject to federal income tax.
Paragraph 11.34 of the Audit and Accounting Guide Audits of State and 
Local Governments states that auditors should consider obtaining evidence 
that governmental entities have complied with provisions of indentures 
and agreements relating to indebtedness, particularly on the use of pro­
ceeds, including any restrictions on the use of those proceeds before 
expenditure for their intended purpose.
The calculation of arbitrage rebate, as well as other aspects of arbitrage 
law, are complex and continue to be an area of concern for all entities that 
issue tax-exempt debt. Since a violation in the calculation of arbitrage 
rebate could result in a liability, auditors should become familiar with the 
arbitrage rebate regulations issued by the IRS and the regulations for 
calculating rebate earnings in connection with the accounting for bond 
proceeds, refunding issues, and proceeds that are commingled with other 
funds for investment purposes. Regulations regarding the calculation of 
arbitrage rebate, as well as other aspects of arbitrage law, can be found 
under Section 148 of the Internal Revenue Code. Due to the complexity of 
this area, increased audit scrutiny may be warranted on arbitrage rebate 
liability computations and on whether any resulting liability is reported 
in the financial statements.
Audit Issues and Developments
Revised AICPA Audit and Accounting Guide Audits of State and 
Local Governmental Units
In August 1994, the Government Accounting and Auditing Committee 
of the AICPA issued a revised Audit and Accounting Guide Audits of 
State and Local Governmental Units. The auditing guidance in the revised 
Guide is effective for audits of financial statements for periods ending 
after September 15, 1994. The effective dates of Governmental Account­
ing Standards Board (GASB) accounting and reporting standards referred 
to in the revised Guide should be applied as provided for in the GASB 
pronouncements. The objectives of the revised Guide are to provide 
(1) a general background of the governmental environment and (2) prac­
tical guidance to practitioners on accounting, auditing, and financial 
reporting for state and local governmental units.
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The revised Guide incorporates new accounting and financial report­
ing requirements resulting from Statements issued by the GASB, as well 
as other accounting guidance, some of which was in earlier editions of 
the Guide but not addressed in GASB pronouncements. For example, the 
revised Guide provides accounting guidance for interfund borrowings, 
the recording of debt proceeds, transfers of fixed assets, and unearned 
developers' deposits. It also presents alternative accounting treatments 
for tap fees, conduit debt, and lotteries.
Also incorporated in the revised Guide are requirements established 
by auditing standards issued by the AICPA since the publication of the 
1986 version of the Guide, the 1988 revision of Government Auditing 
Standards, and OMB Circular A-133. AICPA Statement of Position (SOP) 
92-7, Audits of State and Local Governmental Entities Receiving Federal Finan­
cial Assistance, has been incorporated in the revised Guide and is 
superseded by it. Near the time that the revised Guide was issued, the 
GAO issued a 1994 revision to Government Auditing Standards (see the 
related discussion on the revisions to Government Auditing Standards in 
the section entitled "Regulatory, Legislative, and Other Developments"). 
The 1994 revision to Government Auditing Standards will be incorporated 
in the Guide through conforming changes to the AICPA's audit and 
accounting guides loose-leaf service, and in an updated bound volume of 
the Guide with conforming changes during 1995.
The revised Guide also includes final guidance from the February 1993 
exposure draft of an SOP entitled Reporting on Separately Issued Summary 
Financial Information Prepared by State or Local Governmental Units. For this 
reason, a final SOP on this topic will not be issued.
Finally, certain sections of SAS No. 68, Compliance Auditing Applicable 
to Governmental Entities and Other Recipients of Governmental Financial 
Assistance (AICPA, Professional Standards, vol. 1, AU sec. 801), have been 
incorporated into the revised Guide because of revisions to it (see the sec­
tion below for further information on these revisions).
Governmental Compliance Auditing Considerations
In February 1995, the AICPA's Auditing Standards Board (ASB) issued 
SAS No. 74, Compliance Auditing Considerations in Audits o f Governmental 
Entities and Recipients of Governmental Financial Assistance (AICPA, Profes­
sional Standards, vol. 1, AU sec. 801), to provide general guidance 
to practitioners engaged to perform compliance audits of recipients of 
governmental financial assistance. SAS No. 74 supersedes SAS No. 68 
and is effective for audits of financial statements and of compliance with 
laws and regulations for fiscal periods ending after December 31, 1994. 
SAS No. 74 reduces the level of detail provided at the auditing standard 
level. The detailed audit and reporting guidance previously in SAS No. 68
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is now provided in the Audit and Accounting Guide Audits of State and 
Local Governments. Accordingly, these changes were intended to have no 
effect on the conduct of an audit.
SAS No. 74 continues to recognize three levels of audits— generally 
accepted auditing standards (GAAS), Government Auditing Standards, and 
certain other federal requirements— of recipients of governmental finan­
cial assistance. SAS No. 74 is applicable when the auditor is engaged to 
perform an audit of a governmental entity under GAAS, and under Gov­
ernment Auditing Standards, and in certain other circumstances involving 
governmental financial assistance, such as single or organization-wide 
audits or program-specific audits under certain federal or state audit 
regulations.
In 1993, the ASB issued a Statement on Standards for Attestation 
Engagements (SSAE) No. 3, Compliance Attestation (AICPA, Professional 
Standards, vol. 1, AT sec. 500). Audit regulations have been issued by 
federal agencies and departments requiring compliance attestation 
engagements in accordance with SSAE No. 3 (for example, the U.S. 
Department of Education relating to student financial assistance). SSAE 
No. 3 does not apply to audits performed in accordance with Government 
Auditing Standards and audits within the scope of SAS No. 68. However, 
there was confusion and a divergence of opinion as to when SAS No. 68 
applied and when SSAE No. 3 applied. Thus, SAS No. 74 also clarifies the 
applicability of SSAE No. 3 to compliance audits of recipients of govern­
mental financial assistance. SAS No. 74 states that SSAE No. 3 provides 
guidance for engagements related to management's assertion about an 
entity's compliance with the requirements of specified laws, regulations, 
rules, or contracts not involving governmental financial assistance. In 
addition, SAS No. 74 amends SSAE No. 3 to state that SSAE No. 3 does 
not apply to engagements for which the objective is to report in accor­
dance with SAS No. 74, unless the terms of the engagement specify an 
attestation report under SSAE No. 3.
GASB Statement No. 14 Audit and Reporting Issues
Several audit and reporting issues have been raised about the primary 
government and component units since GASB Statement No. 14, The 
Financial Reporting Entity, became effective for financial statements for 
periods beginning after December 1 5 , 1992. The following series of ques­
tions and answers is intended to clarify a number of these matters.
Question 1. If a qualified opinion has been issued on a component unit's 
financial statements by another auditor, should the primary government's 
auditor refer to such qualification in his or her report on the financial 
reporting entity's financial statements?
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Response. If the nature of the qualification of the component unit's finan­
cial statements is material in relation to the fund type, account group, or 
discretely presented component units, then the financial reporting entity's 
principal auditor should refer to such qualification. If the qualification is 
deemed immaterial, no such reference is required. See SAS No. 1, section 
543, Part of Audit Performed by Other Independent Auditors (AICPA, Profes­
sional Standards, vol. 1, AU sec. 543), for further information.
Question 2. What is the primary government auditor's responsibility for 
a discretely presented component unit’s financial statements that were 
audited by other auditors?
Response. The primary government auditor's responsibility for discretely 
presented component unit financial statements audited by other auditors 
is the same as it would be for a fund audited by another auditor (for exam­
ple, an enterprise fund included in the general-purpose financial 
statements). For example, the primary government's auditor would need 
to ensure that any material subsequent events associated with the com­
ponent unit financial statements are properly disclosed in the reporting 
entity's general-purpose financial statements. See SAS No. 1, AU sec. 543, 
for further information.
Question 3. How should audit materiality be determined for discretely 
presented component units?
Response. Determination of materiality is dependent upon the method 
of presentation in the general-purpose financial statements. For example, 
if discretely presented component units are aggregated into one column, 
the column is considered the equivalent of a fund type. For individually 
presented component units, materiality is considered for each com­
ponent unit. If the independent auditor is engaged to report at the 
individual fund level, each discretely presented component unit, regard­
less of how presented, should be considered the equivalent of an 
individual fund. See paragraph 3.11 of the Audit and Accounting Guide 
Audits of State and Local Governmental Units for further discussion of 
materiality.
Governmental Not-for-Profit Accounting Issues
The implementation of GASB Statement No. 14 has caused govern­
mental entities to consider the inclusion of various not-for-profit 
entities in their financial reports and to consider whether those entities 
are governments. As a result, there has been increasing confusion over 
which set of GAAP apply to certain "governmental" not-for-profit enti­
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ties such as health care entities, museums, not-for-profit housing 
services, foundations, and not-for-profit radio and television stations. 
SAS No. 69, The Meaning o f Present Fairly in Conformity With Gener­
ally Accepted Accounting Principles in the Independent Auditor's Report 
(AICPA, Professional Standards, vol. 1, AU sec. 411), recognizes the 
GASB as the primary standards-setting body for state and local govern­
mental entities and the Financial Accounting Standards Board (FASB) as 
the primary standards-setting body for all nongovernment entities.
Auditors performing audits of such not-for-profit entities should care­
fully consider whether the not-for-profit entity has been appropriately 
determined to be a governmental or nongovernmental entity. This deter­
mination is essential in determining whether the entity should follow the 
hierarchy of accounting standards applicable to state and local govern­
mental entities or the hierarchy applicable to nongovernmental entities. If 
an entity is classified as a government, it should follow the hierarchy of 
accounting standards applicable to state and local governmental entities. 
A nonauthoritative GASB staff paper, Applicability o f GASB Standards, 
provides advisory guidance in this area and is available free upon request 
from the GASB at (203) 847-0700, extension 10. It discusses various 
characteristics that should be considered in evaluating whether an entity 
is a government. It also includes numerous illustrative examples.
Another area of confusion concerns whether governmental entities 
should or could apply FASB Statement No. 116, Accounting for Contri­
butions Received and Contributions Made, and Statement No. 117, Financial 
Statements of Not-for-Profit Organizations. Some of the confusion arises 
because paragraph 7 of GASB Statement No. 20, Accounting and Financial 
Reporting for Proprietary Funds and Other Governmental Entities That Use 
Proprietary Fund Accounting, allows proprietary activities to apply all FASB 
Statements and Interpretations issued after November 30, 1989, except 
for those that conflict with or contradict GASB pronouncements (see the 
separate discussion of GASB Statement No. 20 in the section entitled 
"Accounting Issues and Developments"). Some believe that GASB State­
ment No. 20 requires proprietary activities that apply paragraph 7 to 
apply FASB Statement Nos. 116 and 117. Others believe those activities 
would be precluded from applying those FASB Statements because they 
conflict with or contradict GASB pronouncements. The GASB is address­
ing this issue in a recent exposure draft of a proposed Statement, The 
Use o f Not-for-Profit Accounting and Financial Reporting Principles by Gov­
ernmental Entities (see the separate discussion of this exposure draft in the 
section entitled "Accounting Issues and Developments"). This proposed 
Statement, if adopted as final, would preclude all governmental entities, 
including proprietary activities, from changing their accounting and 
financial reporting to apply FASB Statement Nos. 116 and 117. Auditors 
should be alert for the issuance of the final GASB standard in this area.
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Derivatives
Derivatives are financial instruments whose values are derived from 
underlying market rates or indices. Because of the recent volatility of 
interest rates, and numerous other market rates and indices, some 
governmental entities have incurred significant losses as a result of their 
use (see a separate related discussion of investment risk in the section 
entitled “Industry and Economic Developments").
If legally authorized (or sometimes unless legally prohibited), govern­
mental entities may use derivatives and similar financial instruments for 
debt, investment, and other purposes. With regard to their debt, govern­
mental entities may enter into interest-rate swaps, or they may issue debt 
with features such as inverse floating-rates and interest-rate caps, floors, 
or collars. These transactions may be used to take advantage of changes 
in interest rates, to change the character of the debt (for example, to con­
vert it from variable-rate debt to fixed-rate debt to mitigate the market 
risk of volatile interest rates), to lower interest costs, or to make the debt 
more attractive to investors. With regard to investments, governmental 
entities may purchase futures contracts and options on financial 
exchanges and forward contracts, options, and swaps (for example, inter­
est-rate swaps, or foreign-currency swaps) on the over-the-counter 
markets; may invest in various mortgage-backed securities, such as col­
lateralized mortgage obligations, principal-only strips, and interest-only 
strips; and may write (sell) forward contracts or options. All of these 
financial instruments may be used to modify exposure to certain risks, to 
enhance yields on investments, or to effect changes in investment portfo­
lios without significantly affecting liquidity. Furthermore, governmental 
entities may invest in these financial instruments indirectly (for example, 
through an investment pool or a mutual fund).
Accounting for derivatives is complex. Given the constant innovation 
and complexity of derivatives, governmental accounting literature does 
not explicitly cover most derivatives. At this time, the GASB's priority is 
its financial reporting model project. GASB decisions on the reporting 
model and measurement focus and basis of accounting need to be more 
fully developed before it can address many of the issues that would be 
involved in a financial instruments project (see the separate discussion of 
governmental accounting for investments in the section titled "Account­
ing Issues and Developments"). However, in December 1994, the GASB 
staff issued Technical Bulletin (TB) No. 94-1, Disclosures about Derivatives 
and Similar Debt and Investment Transactions, to address financial statement 
disclosure about derivatives and similar transactions (see the separate 
discussion of this technical bulletin in the section entitled "Accounting 
Issues and Developments"). Although not specifically related to deriva­
tives, GASB Statement No. 3, Deposits with Financial Institutions, 
Investments (including Repurchase Agreements), and Reverse Repurchase
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Agreements, provides guidance for disclosures by governmental entities 
about deposits with financial institutions, investments, and reverse 
repurchase agreements. It also provides accounting and financial reporting 
guidance for repurchase and reverse repurchase agreements.
Auditors should be aware that debt and investment activity for gov­
ernmental entities is generally governed by legal or contractual 
provisions and, in many cases, governments are precluded from entering 
most derivative transactions. These legal provisions include those arising 
from constitutions, charters, ordinances, resolutions, governing body 
orders, and intergovernmental grant or contract regulations. SAS No. 54 
requires an auditor to consider laws and regulations that, if noncompli­
ance occurs, could have a direct and material effect on the financial 
statement amounts. Government Auditing Standards also requires auditors 
to test and report on compliance with laws and regulations. Since many 
governments are legally precluded from using derivatives, auditors 
should be alert for possible violations of laws and regulations in this area. 
The Audit and Accounting Guide Audits o f State and Local Governmental 
Units, paragraph 7.25, states that the auditor should consider performing 
procedures, as appropriate, relative to whether there is compliance with—
• Legal or official authority for all depositories and investments.
• Laws, regulations, and investment policies governing the deposit, 
investment, and collateralization of public funds.
The use of derivatives virtually always increases audit risk. Although 
the financial statement assertions about derivatives are generally similar 
to those about other transactions, an auditor's approach to achieving 
related audit objectives may differ because certain derivatives— such as 
futures contracts, forward contracts, swaps, options, and other contracts 
with similar characteristics— are not generally recognized in the financial 
statements. Many other unique audit risk considerations presented by 
the use of derivatives are discussed in detail in Audit Risk Alert— 1994. 
The AICPA publication Derivatives— Current Accounting and Auditing Lit­
erature (No. 014888) summarizes current authoritative accounting and 
auditing guidance and provides background information on basic deriv­
atives contracts, risks, and other general considerations.
Going Concern
Although it is generally believed that governmental entities will con­
tinue as going concerns because of their ability to raise revenues to meet 
obligations, the recent Orange County bankruptcy filing and other small 
special-entity bankruptcy filings have demonstrated that this is not 
always the case. Taxpayer initiatives and limitations due to the lack of 
taxpayer resources have placed limits on many governments' taxing
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power. In addition, many special-purpose governments do not have the 
power to raise fees or taxes without the support of some other govern­
mental body.
SAS No. 59, The Auditor's Consideration of an Entity's Ability to Continue 
as a Going Concern (AICPA, Professional Standards, vo l 1, AU sec. 341), 
requires that, as part of every audit, the auditor evaluate whether the 
results of audit procedures performed identify conditions and events 
that, when considered in the aggregate, indicate that there could be 
substantial doubt about the entity's ability to continue as a going concern 
for a reasonable period of time, not to exceed one year beyond the date of 
the financial statements being audited. In making this evaluation, the 
auditor should consider factors such as the likelihood of default on debt 
(for example, revenues less than originally forecasted for the repayment 
of revenue bonds), the use of deficit financing bonds, a large 
unfunded pension obligation combined with diminishing revenues, a 
declining tax base (for example, declining population, school enrollment, 
per capita personal income, the number and value of building permits or 
business licenses, or retail sales), increasing reliance on external funding, 
and the ability of one fund to continue to support the activities or opera­
tions of another fund incurring large deficits (for example, the general 
fund's ability to continue to support a transit system, or the lottery's abil­
ity to continue to provide support to the general governmental 
operations).
If, after considering the identified conditions and events in the aggre­
gate, an auditor believes there is substantial doubt about the entity's 
ability to continue as a going concern for a reasonable period of time, the 
auditor should consider management's plans for addressing the adverse 
effects of the conditions and events. The auditor should obtain informa­
tion about the plans and consider whether it is likely that the adverse 
effects will be mitigated for a reasonable period of time and that such 
plans can be effectively implemented. When evaluating management's 
plans, the auditor should identify those elements that are particularly 
significant to overcoming the adverse effects of the conditions and events 
and should plan and perform auditing procedures to obtain evidential 
matter about them.
Budgetary Practices
In government, unlike the private sector, the budget is often con­
sidered to be the most significant fiscal document because it is the 
expression of public policy and intent. It is the focal point of public interest 
and can be of significant interest to the rating agencies. When conducting 
an audit of a state or local governmental unit, the auditor's understand­
ing of the budget and the budgetary process is important for several
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reasons. First, failure to adopt a budget when adoption of a budget is 
legally required is an illegal act. SAS No. 54 states that if the auditor con­
cludes that an illegal act has a direct and material effect on the financial 
statements, and the act has not been properly accounted for or disclosed, 
the auditor should express a qualified or adverse opinion on the financial 
statements taken as a whole, depending on the materiality of the effect on 
the financial statements. Second, the Codification o f Governmental Account­
ing and Financial Reporting Standards, section 2400, states that budgetary 
comparisons should be included in the appropriate financial statements 
and schedules for governmental funds for which an annual budget has 
been adopted." In addition, the Audit and Accounting Guide Audits of 
State and Local Governmental Units, paragraph 6.04, states that the auditor 
needs to understand the budget and the budget process in order to evalu­
ate the appropriateness of budget information in the financial statements.
Recently, there have been concerns that many state and local govern­
ments are balancing their budgets with practices that, although legally 
acceptable, are both misleading and fiscally imprudent. By permitting 
costs incurred by the taxpayers of today to be passed on to the taxpayers 
of the future, these practices diminish public confidence. If, during the 
course of the audit, auditors become aware of budgeting techniques or 
estimates that may be inappropriate, they should consider the guidance 
in the Audit and Accounting Guide Audits of State and Local Governmental 
Units, paragraph 6.30. It states that, although not required by professional 
standards (unless the techniques or estimates used represent errors, irreg­
ularities, or illegal acts), the auditor may want to communicate his or her 
findings or concerns to appropriate levels of management within the 
governmental entity.
Revisions to Ethics Interpretation 101-10
As a result of the issuance of GASB Statement No. 14, questions have 
arisen about the independence requirements of primary government 
auditors and component unit auditors. In response to these questions, 
the AICPA Professional Ethics Executive Committee is revising Ethics 
Interpretation 101-10, The Effect on Independence of Relationships With Enti­
ties Included in the Governmental Financial Statements, under Rule 101, 
Independence, of the AICPA Code o f Professional Conduct (AICPA, Profes­
sional Standards, vol. 2, ET sec. 101.12). An exposure draft of the proposed 
revisions, entitled Omnibus Proposal o f Professional Ethics Division Interpre­
tations and Rulings, was issued for public comment on March 1 ,  1995 (No. 
800083). The comment period ends on May 31, 1995, and a final revised 
Interpretation should be issued in late 1995. Auditors should be alert for 
the issuance of this Interpretation.
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Using the Work of a Specialist
In a governmental audit, the auditor may consider using the work of a 
specialist (for example, an actuary). In July 1994, the ASB issued SAS No. 
73, Using the Work o f a Specialist (AICPA, Professional Standards, vol. 1, AU 
sec. 336). SAS No. 73 supersedes SAS No. 11 of the same title and is effec­
tive for audits of financial statements for periods ending on or after 
December 1 5 , 1994. Among other things, SAS No. 73 requires auditors to 
evaluate the objectivity and professional qualifications of the specialist, 
including the specialist's experience in the type of work under consider­
ation. SAS No. 73 also provides guidance for situations in which the 
specialist has a relationship with the client. Additional information is 
provided in the Audit Risk Alert—1994 (No. 022141).
Accounting Issues and Developments
The GASB has recently issued many new financial accounting or 
reporting standards applicable to state and local governments. A number 
of these standards are effective for the first time in 1995. Other standards 
will not be effective until after 1995; however, the GASB encourages early 
application. The auditor should determine which standards a state or 
local government is either required to adopt in the current year or has 
elected to adopt early.
GASB Statements Effective During 1995
Accounting and Financial Reporting for Proprietary Activities. In September 
1993, the GASB issued GASB Statement No. 20, Accounting and Financial 
Reporting for Proprietary Funds and Other Governmental Entities That Use 
Proprietary Fund Accounting, which is effective for financial statements for 
periods beginning after December 1 5 , 1993. GASB Statement No. 20 was 
issued to clarify the applicability of FASB Statements to accounting and 
financial reporting for proprietary activities. The Statement provides 
interim guidance on accounting and financial reporting for proprietary 
activities pending further GASB research that is expected to lead to the 
issuance of one or more pronouncements on the accounting and financial 
reporting model for proprietary activities.
Proprietary activities should apply all applicable GASB pronounce­
ments as well as the following other pronouncements issued on or before 
November 3 0 , 1989, unless those pronouncements conflict with or contra­
dict GASB pronouncements: Statements and Interpretations of the FASB, 
Accounting Principles Board (APB) Opinions, and Accounting Research 
Bulletins (ARBs) of the Committee on Accounting Procedure. In addition 
to applying FASB Statements and Interpretations, APB Opinions, and
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ARBs issued on or before November 3 0 , 1989, a proprietary activity may 
also apply all FASB Statements and Interpretations issued after Novem­
ber 30, 1989, except those that conflict with or contradict GASB 
pronouncements (see the separate discussion below of a recent GASB 
exposure draft concerning the use of not-for-profit principles). The same 
application of FASB pronouncements is encouraged to be used for all 
proprietary activities, including component units, in the general-purpose 
financial statements of the reporting entity.
Escheat Property. In October 1993, the GASB issued GASB Statement 
No. 21, Accounting for Escheat Property, which is effective for financial 
statements for periods beginning after June 15, 1994. An escheat is the 
reversion of property to a governmental entity in the absence of legal 
claimants or heirs. GASB Statement No. 21 establishes standards for the 
fund type to be used to report escheat property and for reporting liabili­
ties and interfund transfers relating to escheat property.
Taxpayer-Assessed Tax Revenues. In December 1993, the GASB issued 
GASB Statement No. 22, Accounting for Taxpayer-Assessed Tax Revenues in 
Governmental Funds, which is effective for financial statements for periods 
beginning after June 1 5 , 1994. GASB Statement No. 22 requires revenue 
from taxpayer-assessed taxes, such as sales and income taxes, net of esti­
mated refunds, to be recognized in governmental funds in the accounting 
period in which they become susceptible to accrual—that is, when they 
become both measurable and available to finance expenditures of the 
fiscal period.
Refundings o f Debt Reported by Proprietary Activities. In December 1993, 
GASB issued GASB Statement No. 23, Accounting and Financial Reporting 
for Refundings of Debt Reported by Proprietary Activities, which is effective 
for financial statements for periods beginning after June 1 5 , 1994. GASB 
Statement No. 23 establishes standards of accounting and financial 
reporting for current refundings and advance refundings resulting in 
defeasance of debt reported by proprietary activities. Refundings involve 
the issuance of new debt, the proceeds of which are used to repay previ­
ously issued debt. The proceeds may be used immediately for this 
purpose (current refunding), or they may be placed with an escrow agent 
and invested until they are used to pay principal and interest on the old 
debt at a future time (advance refunding).
For current refundings and advance refundings resulting in defeasance 
of debt reported by proprietary activities, the difference between the 
reacquisition price and the net carrying amount of the old debt should be 
deferred and amortized as a component of interest expense in a system­
atic and rational manner over the remaining life of the old debt or the life
31
of the new debt, whichever is shorter. The new debt may be reported net, 
with either parenthetical or note disclosure of the deferred amount on 
refunding, or it may be reported gross, with the debt liability and related 
deferred amount presented as a deduction from or an addition to the 
new debt liability in the balance sheet.
In addition, GASB Statement No. 23 makes the disclosures required by 
paragraphs 11 through 13 of GASB Statement No. 7, Advance Refundings 
Resulting in Defeasance of Debt, applicable to current refundings reported 
by proprietary activities.
GASB Statements Effective After 1995,
With Early Application Encouraged
Certain Grants and Other Financial Assistance. In June 1994, the GASB 
issued GASB Statement No. 24, Accounting and Financial Reporting for 
Certain Grants and Other Financial Assistance, which is effective for periods 
beginning after June 1 5 , 1995, with early application encouraged. GASB 
Statement No. 24 establishes accounting and financial reporting stand­
ards for pass-through grants, food stamps, and on-behalf payments for 
fringe benefits and salaries.
Pass-through grants are those grants that a recipient government 
receives to transfer to or spend on behalf of a secondary recipient. GASB 
Statement No. 24 generally requires recipient governments to recognize 
all cash pass-through grants as revenue and expenditures or expenses in 
a governmental, proprietary, or trust fund. It also requires state govern­
ments to report the food stamp benefits they distribute as revenue and 
expenditures in the general fund or a special revenue fund. Food stamp 
balances at year-end should be reported in the balance sheet as an asset 
(but not as a cash equivalent), offset by deferred revenue. On-behalf 
payments for fringe benefits and salaries are direct payments made by 
one entity to a third-party recipient for the employees of another, legally 
separate entity. GASB Statement No. 24 requires employer governments 
to recognize revenue and expenditures or expenses for these on-behalf 
payments and provides guidance on how to measure and report the 
revenue and expenditures or expenses. It also requires governmental 
entities that make on-behalf payments for fringe benefits and salaries to 
classify those payments in the same manner that they classify similar 
cash grants to other entities.
Pension Accounting. In November 1994, the GASB issued three pension- 
related Statements: GASB Statement No. 25, Financial Reporting for Defined 
Benefit Pension Plans and Note Disclosures for Defined Contribution Plans; 
GASB Statement No. 26, Financial Reporting for Postemployment Healthcare 
Plans Administered by Defined Benefit Pension Plans; and GASB Statement
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No. 27, Accounting for Pensions by State and Local Governmental Employers. 
GASB Statement Nos. 25 and 27 supersede most of the existing standards 
for reporting pension information in governmental financial reports. 
GASB Statement No. 25 addresses the information that should be 
reported for a pension plan, whether the plan (or the public employee 
retirement system that administers the plan) issues a separate report or is 
included as a pension trust fund in the financial report of the plan sponsor 
or participating employer. GASB Statement No. 27 includes reporting 
requirements for an employer's expenditures/expense for contributions 
to a pension plan. GASB Statement No. 26 is an interim Statement pending 
completion of GASB's project on other postemployment benefits and 
includes reporting requirements for defined benefit plans that administer 
postemployment health-care plans. GASB Statement Nos. 25 and 26 are 
effective for periods beginning after June 15 , 1996. GASB Statement No. 27 
is effective for periods beginning after June 15, 1997. Early implementation 
is encouraged for all three Statements.
Recent GASB Exposure Drafts Issued
Securities Lending Transactions. In December 1994, the GASB issued an 
exposure draft of a proposed Statement, Accounting and Financial Report­
ing for Securities Lending Transactions, that would establish accounting and 
financial reporting standards for securities lending transactions. In these 
transactions, governmental entities transfer their securities to a broker- 
dealer or other entity for collateral—which may be cash, securities, or 
letters of credit—and simultaneously agree to return the collateral for the 
same securities in the future. The GASB is expected to issue a final State­
ment in mid-1995. The Statement is proposed to be effective for financial 
statements for periods beginning after December 15, 1995, with early 
application encouraged.
Affiliated Organizations. In December 1994, the GASB issued an expo­
sure draft of a proposed Statement, The Financial Reporting Entity—  
Affiliated Organizations, that would establish standards to determine 
whether an organization should be classified as an affiliated organization 
and, if so, would establish criteria to determine whether that affiliated 
organization is a component unit of a primary government's financial 
reporting entity. The proposed Statement also would establish financial 
reporting guidance for those organizations that are governmental enti­
ties. It would apply to financial reporting by primary governments and 
other stand-alone governments, and to the separately issued financial 
statements of governmental component units as defined in GASB State­
ment No. 14. The GASB is expected to issue a final Statement in late 1995. 
The Statement is proposed to be effective for financial statements for
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periods beginning after December 15, 1995, with early application 
encouraged.
Conduit Debt. In February 1995, the GASB issued an exposure draft of a 
proposed Interpretation, Disclosure of Conduit Debt Obligations, an Inter­
pretation of NCGA Statement 1. This proposed Interpretation would 
provide disclosure requirements for conduit debt obligations. Conduit 
debt obligations are certain limited-obligation revenue bonds, certificates 
of participation, or similar debt instruments issued by a state or local 
governmental entity for the express purpose of providing capital financ­
ing for a specific nongovernmental third party. Although conduit debt 
obligations bear the name of the governmental issuer, they are secured by 
the resources provided by a lease or loan with the third party on whose 
behalf they are issued. The GASB is expected to issue a final Interpreta­
tion in mid-1995. The provisions of the proposed Interpretation are 
proposed to be effective for financial statements for periods beginning 
after December 1 5 , 1995, with early application encouraged.
Governmental Not-for-Profit Project. In March 1995, the GASB issued an 
exposure draft of a proposed Statement, The Use o f Not-for-Profit Account­
ing and Financial Reporting Principles by Governmental Entities. The 
proposed Statement would provide that governmental entities that have 
applied not-for-profit accounting and financial reporting principles by 
following SOP 78-10, Accounting Principles and Reporting Practices for 
Certain Nonprofit Organizations, or the Industry Audit Guide Audits of 
Voluntary Health and Welfare Organizations, should apply the governmen­
tal model or the AICPA not-for-profit model. The proposed Statement 
would define the AICPA not-for-profit model to consist of the accounting 
and financial reporting principles contained in SOP 78-10 or Industry 
Audit Guide Audits of Voluntary Health and Welfare Organizations, as modi­
fied by SOP 87-2, Accounting for Joint Costs o f Informational Materials and 
Activities of Not-for-Profit Organizations That Include a Fund-Raising Appeal, 
and as modified by all applicable FASB pronouncements issued through 
November 30, 1989, and as modified by most applicable GASB 
pronouncements.
The proposed Statement also would provide guidance for proprietary 
activities—that is, proprietary funds and other governmental entities that 
use proprietary fund accounting—that apply the provisions of paragraph 
7 of GASB Statement No. 20. It would provide that the only FASB State­
ments and Interpretations issued after November 30, 1989, that these 
activities should apply are those developed for business enterprises, 
rather than those whose provisions are limited to not-for-profit organiza­
tions or address issues concerning primarily such organizations (such as
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FASB Statements No. 117, Financial Statements o f Not-for-Profit Organiza­
tions, and No. 116, Accounting for Contributions Received and Contributions 
Made).
The provisions of the proposed Statement generally would be effective 
for financial statements for periods beginning after December 15, 1994; 
the modifications of the AICPA not-for-profit model for certain GASB 
pronouncements would be effective for entities that previously have not 
applied those pronouncements for periods beginning after December 15, 
1995. Earlier application would be encouraged.
Other Accounting and Disclosure Issues
Derivatives Disclosure Technical Bulletin. GASB Technical Bulletins are 
recognized in category (b) of the hierarchy of GAAP in SAS No. 69. In 
December 1994, the GASB staff issued TB No. 94-1. The TB provides for 
certain disclosures if a governmental entity directly or indirectly uses, 
holds, or writes (sells) derivatives or similar transactions during the 
period that is covered by the financial statements. These disclosures 
should explain the nature of the transactions and the reasons for entering 
into them, including relevant discussions of exposure to credit risk, mar­
ket risk, and legal risk. TB No. 94-1 is effective for financial statements 
for periods ending after December 1 5 , 1994, although earlier application 
is encouraged (see the separate discussion of derivatives in the section 
entitled "Audit Issues and Developments").
Governmental Accounting for Investments. In the current environment of 
depressed market values on investments, questions are being raised as to 
when an investment should be written down for a governmental entity. 
There are no specific GASB pronouncements that address the measure­
ment and recognition of the value of investments for state and local 
governmental entities. However, proprietary activities that apply para­
graph 7 of GASB Statement No. 20 should apply the provisions of FASB 
Statement No. 115, Accounting for Certain Investments in Debt and Equity 
Securities. Furthermore, FASB Statement No. 12, Accounting for Certain 
Marketable Securities, which requires lower of cost or market accounting, 
is not applicable to either proprietary funds or governmental funds. The 
GASB reiterated this position in paragraph 25a in the "Basis for Conclu­
sions" to GASB Statement No. 20.
Except for proprietary activities that apply FASB Statement No. 115, 
governmental and proprietary funds generally report equity securities at 
cost and debt securities at cost or amortized cost. According to the Audit 
and Accounting Guide Audits of State and Local Governmental Units, para­
graph 7.15, which is category (b) guidance in the hierarchy of GAAP, 
"investments reported in governmental funds are generally valued at
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cost." Furthermore, in governmental funds, fund balance is generally 
reserved for the carrying value of noncurrent investments—not just for a 
decline in value. According to the Guide, paragraph 12.07, reservations 
of fund balance may be used to indicate that a portion of the fund balance 
is "not appropriable for expenditure because the underlying net asset is 
not an available financial resource for current appropriation or expendi­
ture...." This is consistent with National Council on Governmental 
Accounting (NCGA) Statement 1, Governmental Accounting and Financial 
Reporting Principles, paragraph 118.
If a government's intent is not to hold to maturity and, thus, invest­
ments are considered to be available resources not requiring a reserve, 
then the following guidance should be applied: In accordance with FASB 
Statement No. 5, Accounting for Contingencies, and ARB No. 43, Restatement 
and Revision o f Accounting Research Bulletins, Chapter 3A, paragraph 9, if a 
decline in the value of investments is other than temporary and it is prob­
able that the government will incur a loss (for example, by having to 
liquidate the securities to meet its needs for operating resources), then 
the investments should generally be written down. (See the following 
paragraphs for possible exceptions.) This determination should be made 
for individual securities—not for a portfolio of investments in aggregate.
If the following are true, then the securities should be reported at cost.
1. Such investments are in a government fund.
2. The government has the intent and ability to hold the securities 
to maturity.
3. It is probable that the securities will be held to maturity and no 
loss will be realized.
4. Fund balance is reserved for the carrying value of the investments.
Furthermore, if the following are true, then the securities should be 
reported at cost.
1. Such investments are in a proprietary fund.
2. The government has the intent and ability to hold the securities to 
maturity.
3. It is probable that the securities will be held to maturity and no 
loss will be realized.
4. The investments are classified as noncurrent assets.
In any particular situation, of course, professional judgment is 
required. When all of the conditions are met, disclosure of the decline in 
market value is appropriate to keep the financial statements from being 
misleading. This may include disclosures in addition to the market value 
disclosure required by GASB Statement No. 3, paragraph 68. For exam-
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ple, GASB Technical Bulletin No. 94-1 requires disclosure of information 
such as the risks related to certain investments.
In the event that the value of written-down investments subsequently 
rises, no gain should be recorded until sale or maturity. In the interim, 
only a disclosure on the gain contingency may be made, in accordance 
with FASB Statement No. 5, paragraph 17.
GASB Implementation Guides. GASB Implementation Guides are recog­
nized in category (d) of the hierarchy of GAAP in SAS No. 69. In June 
1994, the GASB staff issued an Implementation Guide to GASB State­
ment No. 14. This Implementation Guide contains over 150 questions 
and answers about all aspects of the provisions of GASB Statement No. 
14, which was effective for periods beginning after December 1 5 , 1992.
In addition to the questions and answers, the Implementation Guide 
includes nineteen illustrative cases that demonstrate the application of 
GASB Statement No. 14 and provide insight into the use of professional 
judgment in the entity decision-making process. Illustrative financial 
statement formats and illustrative disclosures are also included in the 
Implementation Guide.
GASB Statement No. 9 and Proprietary Activities. GASB Statement No. 9, 
Reporting Cash Flows o f Proprietary and Nonexpendable Trust Funds and Gov­
ernmental Entities That Use Proprietary Fund Accounting, became effective 
for fiscal years beginning after December 1 5 , 1989. GASB Statement No. 
9 applies to all governmental entities that are proprietary (enterprise or 
internal service) funds or that follow proprietary fund accounting and 
reporting requirements. Some preparers "apply" the Statement by using 
the definitions of cash flow categories of FASB Statement No. 95, State­
ment o f Cash Flows; others simply prepare cash flow statements using 
FASB Statement No. 95 instead of GASB Statement No. 9. Both are incor­
rect applications of GAAP.
References for Additional Guidance
AICPA
The following are some AICPA publications that may be of interest to 
auditors of state and local governmental units.
• Audit and Accounting Guide Audits o f State and Local Governmental 
Units (No. 012054)—See a separate discussion of this Guide in the 
section entitled "Audit Issues and Developments."
• Checklists and Illustrative Financial Statements for State and Local 
Governmental Units (No. 008660)
37
• Internal Control—Integrated Framework (No. 990009)—This report 
was commissioned by the Committee of Sponsoring Organizations 
of the Treadway Commission to establish a common definition of 
internal control that serves the needs of different parties not only for 
assessing their control systems, but also for determining how to 
improve them; also available as a software package in WordPerfect 
5.1 (No. 990003) to help users identify and report on potential 
control deficiencies.
AICPA Continuing Professional Education (CPE) Courses. The AICPA 
Governmental/Nonprofit Accounting and Auditing Certificate of Educa­
tional Achievement Program consists of the following series of CPE 
courses:
• Governmental Accounting and Financial Reporting: Issues and 
Implications (GAA1)
• Financial Audits of Governmental Entities (GAA2)
• Nonprofit Accounting: Issues and Implications (NAA1)
• Nonprofit Auditing: Issues and Implications (NAA2)
• Issues and Implications of Government Auditing Standards (GNP3)
• Performing the Single Audit (GNP4)
On successful completion of the program, the participant is awarded 
a certificate.
In addition, the AICPA offers group study and self-study courses. 
Group study courses include the following:
• Accounting for Governmental Units Under GASB
• Audit Requirements of OMB Circular A-133
• Audits of HUD-Assisted Projects
• Advanced Auditing of HUD-Assisted Projects
• Advanced Accounting for Governmental Units Under GASB
• Compliance Auditing
• Governmental Auditing and Accounting Update
• How to Communicate Material Noncompliance and Material 
Internal Control Weaknesses
• How to Perform an Audit of a Local Government
• Performing a Single Audit for State and Local Governments
• Planning and Performing a Compliance Audit for State and Local 
Governments
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• Yellow Book, Government Auditing Standards 
Self-study courses include the following:
• Introduction to Governmental Accounting
• Performing a Single Audit
• Audits of State and Local Governmental Units
• Understanding Federal Audit Policies and Procedures
• Working With the Revised Yellow Book on Government Auditing 
Standards
• Audit Requirements of OMB Circular A-133
• Audits of HUD-Assisted Projects
• Advanced Auditing of HUD-Assisted Projects
• Accounting and Auditing for Certain Nonprofit Organizations
• Governmental Accounting and Auditing Update
• Govemment/Nonprofit Accounting and Auditing Videocourse
• Introduction to Accounting Requirements for Government Contracts
• Compliance Auditing
• Audits of Farmers Home Administration Programs
• Advanced Accounting for Governmental Units Under GASB
• Communicating Material Noncompliance and Material Internal 
Control Weaknesses
• Selected Readings in Governmental and Nonprofit Accounting 
and Auditing
For more information about AICPA CPE courses, call the AICPA infor­
mation hotline at (800) 862-4272.
GASB
The GASB offers the following publications and services:
• Codification o f Governmental Accounting and Financial Reporting 
Standards, as of June 30, 1994 (GCD94)—An edition as of June 30, 
1995, is expected to be issued in August 1995.
• GASB Original Pronouncements, as of June 30, 1994 (GOP94)— An 
edition as of June 3 0 , 1995, is expected to be issued in August 1995.
• GASB Implementation Guides—These question-and-answer special 
reports are an occasional service containing implementation
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guidance for GASB standards. To date, the GASB has issued 
Implementation Guides for GASB Statement Nos. 3 ,  9 ,  10, and 14.
• GASB Action Report—This is a monthly newsletter.
• Governmental Accounting Research System—An information- 
based software package that allows research on GASB literature.
GASB publications and services can be obtained by calling the GASB 
Order Department at (203) 847-0700, extension 10.
Single Audit Information Service
The Single Audit Information Service is a loose-leaf reference service 
offered by the Thompson Publishing Group. It explains how to imple­
ment the single audit and provides an update of current events in the 
governmental audit community. The Single Audit Information Service can 
be ordered by calling the Thompson Publishing Group at (800) 677-3789.
Federal Agencies—Administrative Regulations
Most federal agencies issue general administrative regulations that 
apply to their programs. These regulations provide general rules on how 
to apply for grants and contracts, how grants are made, the general con­
ditions that apply to and the administrative responsibilities of grantees 
and contractors, and the compliance procedures used by the various 
agencies. The regulations are included in the Code of Federal Regulations.
In 1988, a final rule, Uniform Administrative Requirements for Grants 
and Cooperative Agreements with State and Local Governments, was pub­
lished, establishing a common rule to create consistency and uniformity 
among federal agencies in the administration of grants to and coopera­
tive agreements with state, local, and federally recognized Indian tribal 
governments. The common rule has been codified in each federal 
agency's portion of the Code o f Federal Regulations.
It should also be noted that federal agencies have also codified and 
revised OMB Circular A-128 in each agency's portion of the Code of 
Federal Regulations. Although the OMB Compliance Supplement for Single 
Audits o f State and Local Governments sets forth the compliance require­
ments for programs contributing a great majority of funding to state and 
local governments, federal agencies also develop specific compliance 
requirements for use in auditing programs not included in the OMB 
document. These can be obtained directly from the regional office of the 
appropriate federal agency.
Auditors should also be aware that many agencies have program- 
specific and other audit requirements that are not covered by OMB
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Circular A-128. Such requirements may relate to certain programs (such 
as student financial assistance or HUD-insured mortgage programs), as 
well as to contract audit requirements.
GAO
GAO publications include the following:
• Government Auditing Standards, 1994 Revision—The standards 
relate to audits of government organizations, programs, activities, 
and functions and of government assistance received by 
contractors, nonprofit organizations, and other nongovernment 
organizations. The standards incorporate the AICPA Statements on 
Auditing Standards but prescribe additional standards needed to 
meet the more varied interests of users of reports on governmental 
audits. These standards are available from the Government 
Printing Office, Superintendent of Documents, Washington, 
DC 20401; telephone (202) 783-3238; telefax (202) 512-2250; 
Stock No. 0 2 0 -0 0 0 -0 0 -2 6 5 -4 .
• Interpretation o f Continuing Education and Training Requirements—This 
provides guidance to audit organizations and individual auditors 
on implementing the CPE requirements of Government Auditing 
Standards (April 1991, 020-000-00250-6). This interpretation is 
available from the Government Printing Office, Superintendent of 
Documents, Washington, DC 20401.
• Assessing Compliance with Applicable Laws and Regulations—This 
booklet, issued by the GAO Office of Policy (OP), is intended to help 
the auditor implement requirements for detecting noncompliance 
(December 1989, GAO/OP-4.1.2).
• Assessing the Reliability of Computer-Processed Data—This guidebook 
is intended mainly for auditors and evaluators, not for experts in 
data processing. It provides some guidelines on what auditors must 
do to satisfy the standards of Government Auditing Standards. 
Government Auditing Standards requires auditors to satisfy 
themselves that computer-processed data are relevant and reliable 
(September 1990, GAO/OP-8.1.3).
• Assessing Internal Controls in Performance Audits—This guide­
book relates specifically to performance audits (September 1990, 
GAO/OP-4.1.4).
• Guide to Federal Agencies' Procurement o f Audit Services from 
Independent Public Accountants (IPA)—This booklet provides a basic 
understanding of how IPA contracts should be awarded to officials 
unfamiliar with federal procurement. It discusses the special
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requirements of the Chief Financial Officers (CFO) Act (April 1991, 
GAO/AFMD-12.19.3).
• How to Get Action on Audit Recommendations—This guide is intended 
to help auditors get more action and better results from their audit 
work on governmental programs and operations (July 1991, GAO/ 
OP-9.2.1).
Unless otherwise noted above, requests for copies of these publications 
should be sent to the U.S. General Accounting Office, P.O. Box 6015, 
Gaithersburg, MD 20884-6015. The telephone number is (202) 512-6000. 
GAO’s Office of Policy (OP) has established a bulletin board (BBS) to 
provide access to the latest electronic data that is maintained by the GAO 
OP. The BBS contains the electronic edition of Government Auditing 
Standards, the status of GAO's open recommendations, and GAO's audit 
policy guidance. Dial (202) 512-4286 to access this BBS.
Office of Management and Budget—Circulars
In consultation with grant-making agencies, the GAO, and representa­
tives of grant recipients, the OMB developed a series of financial circulars 
that establish uniform policies and rules to be observed by all executive- 
branch agencies of the federal government. Circulars and other documents 
relevant to audits of state and local governmental units are listed below. 
For copies of circulars and bulletins, write or call the Executive Office of 
the President, Publications Office, Room 2200, New Executive Office 
Building, Washington, DC 20503; telephone (202) 395-7332. For compli­
ance supplements and the Catalog o f Federal Domestic Assistance, write or 
call the Government Printing Office, Room 2200, New Executive Office 
Building, Washington, E)C 20503; telephone (202) 783-3238. Orders may 
also be faxed to (202) 512-2250.
OMB Circulars Relevant to Audits of State and Local Governments
Circular Number Applicability Issue Date
A-21 (Revised) 
A-87 (Revised) 
A-102 (Revised)
A-128
Cost principles for July 1993
educational institutions
Cost principles for state January 1981
and local governments
Grants and cooperative October 1994
agreements with state and 
local governments
Audits of state and local April 1985
governments (see also 
related question-and-answer 
document under "Office of
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Circular Number Applicability Issue Date
Management and Budget— 
Other Guidance")
A-133 Audits of institutions of 
higher education and other 
nonprofit institutions (see 
also PCIE Statement No. 6 
under "PCIE Standards 
Subcommittee Guidance")
March 1990
Office of Management and Budget—Other Guidance
The Catalog o f Federal Domestic Assistance is a government-wide compen­
dium of federal programs, projects, services, and activities that provide 
assistance or benefits to the American public. The General Services 
Administration (GSA) is responsible for the dissemination of federal 
domestic assistance information through the catalog and maintains the 
information database from which program information is obtained. The 
OMB serves as an intermediary between other federal agencies and the 
GSA, thus providing oversight relative to the collection of federal domes­
tic assistance program data.
Program information provided by the catalog includes authorizing 
legislation and audit requirements. The GSA distributes copies to speci­
fied national, state, and local governmental offices. Catalog staff may be 
contacted at (202) 708-5126. Private individuals may purchase the cata­
log from the Government Printing Office by calling (202) 783-3238.
Program information is also available on machine-readable magnetic 
tape. The tape may be purchased by writing the Federal Domestic Assis­
tance Catalog Staff, General Services Administration, Ground Floor, 
Reporters Building, 300 Seventh Street, S.W., Washington, DC 20407, or 
calling (202) 708-5126.
Other publications include the following:
• Compliance Supplement for Single Audits o f State and Local 
Governments—This sets forth the major federal compliance 
requirements that should be considered in a single audit of state 
and local governments that receive federal assistance. It 
supplements OMB Circular A-128. The latest revision was issued in 
September 1990, although a new revision is expected during 1995. 
This supplement may be purchased from the Government 
Printing Office by calling (202) 783-3238. The stock number is 
041-001-00356-8.
• Questions and Answers on the Single Audit Provisions o f OMB Circular 
A-128, Audits of State and Local Governments—This document
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provides guidance on the single audit process through a series of 
questions and answers. The document is available from the Execu­
tive Office of the President, Publications Office, at (202) 395-7332, 
and is also included as an appendix to the revised AICPA Audit and 
Accounting Guide Audits of State and Local Governmental Units.
• Compliance Supplement for Audits of Institutions of Higher Learning and 
Other Non-Profit Institutions—This document supplements OMB 
Circular A-133 and sets forth the major compliance requirements 
that should be considered in an organization-wide audit of 
universities and other nonprofit institutions that receive federal 
assistance. This supplement may be purchased from the 
Government Printing Office by calling (202) 783-3238. The stock 
number is 041-001-00374-6. Information regarding the two 
compliance supplements may be obtained by contacting the OMB 
Financial Standards and Reporting Branch at (202) 395-3993.
PCIE Standards Subcommittee Guidance
The PCIE Standards Subcommittee publishes supplemental, non- 
authoritative guidance for federal officials addressing issues arising from 
the implementation of the Single Audit Act; OMB Circular A-128, 
which implements the Act; and OMB Circular A-133, which extends the 
single audit concept to institutions of higher education and other non­
profit institutions.
The PCIE Standards Subcommittee has issued the following posi­
tion statements:
• PCIE Statement No. 1 provides guidance on determining when a 
series of audits of individual federal departments, agencies, and 
establishments may be considered an audit for purposes of the 
Single Audit Act.
• PCIE Statement No. 2 provides guidance to cognizant agencies on 
determ ining whether an audit report that does not meet the 
50-percent rule on internal control coverage prescribed in the 
AICPA Audit and Accounting Guide Audits o f State and Local 
Governmental Units should be accepted.
• PCIE Statement No. 3 provides guidance on using a cyclical 
approach to internal control reviews of nonmajor programs.
• PCIE Statement No. 4 establishes uniform procedures for referrals of 
substandard audits to state boards of accountancy and the AICPA.
• PCIE Statement No. 5 provides guidance for certain not-for-profit 
entities other than institutions of higher education or hospitals not
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covered by OMB Circular A-110, Uniform Administrative 
Requirements for Grants and Other Agreements With Institutions of 
Higher Education, Hospitals, and Other Nonprofit Organizations. This 
statement is obsolete since it covers issues regarding audits of not- 
for-profit organizations prior to the issuance of OMB Circular A-133.
• PCIE Statement No. 6 provides clarifications and additional 
practical working guidance to Inspectors General and others partic­
ipating in audits of not-for-profit organizations performed under 
OMB Circular A-133. It contains questions and answers on OMB 
Circular A-133 and was developed from questions frequently asked.
Position Statement Nos. 1 through 5 are available from the U.S. Depart­
ment of Education, Office of the Inspector General, Technical and 
Nonfederal Audit Staff, 400 Maryland Avenue, S.W., Washington, DC 
20202-1510; telefax (202) 205-8932. Position Statem ent No. 6 (stock 
number 041-001-00374-6) is available from the Government Printing 
Office, Superintendent of Documents, Mail Stop: SSOP, Washington, DC 
20402-9328; telephone (202) 783-3238. All of the PCIE Position State­
ments are also available on the GAO electronic bulletin board. See the 
section titled "GAO" for further information on accessing this bulletin 
board. The PCIE has also issued the following:
• Uniform Desk Review Guide o f A-128 Single Audits (last published in 
1991) (PCIE-06-056)
• Uniform Quality Control Review Guides for A-128 Single Audits (last 
published in 1991) (PCIE-06-057)
• Revised Program Audit Guide Listing (stock number 065-000-00585-9)
• Study on Improving the Single Audit Process (stock number 065-000- 
0615-4)
Copies of the Uniform Desk Review Guide and the Uniform Quality Control 
Guide are available from the U.S. Department of Commerce, National 
Technical Information Service, Springfield, VA 22161. The Revised Program 
Audit Guide Listing and the Study on Improving the Single Audit are avail­
able from the Government Printing O ffice at the above address.
Government Finance Officers Association
The address and telephone number of the Government Finance Offi­
cers Association (GFOA) are 180 N. Michigan Avenue, Suite 800, 
Chicago, IL 60601-7476; (312) 977-9700. GFOA publications include the 
following:
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Governmental Accounting, Auditing, and Financial Reporting 
(GAAFR)— The 1994 GAAFR provides detailed professional 
guidance on the practical application of GAAP to state and local 
governments. Discussions cover both the implementation of 
authoritative standards and current practice. Chapters are 
accompanied by detailed journal entries that tie to a complete 
illustrative comprehensive annual financial report. Special 
chapters are devoted to auditing state governments, and special 
entities. An extensive glossary and model chart of accounts are 
also provided, along with both a general index and an index of 
journal entries. (The GAAFR Study Guide is also available.)
A Preparer's Guide to Note Disclosures— Issued in 1994, this 130-page 
guide compiles all current authoritative guidance on note 
disclosures for state and local government financial statements.
Audit Management Handbook—This handbook on audit management 
is intended for state and local governments and CPA firms that are 
involved in obtaining or performing financial audits. It provides 
information on all aspects of the audit management process, 
including establishing the scope of the audit, audit procurement 
(including a model request for proposal), monitoring the audit, and 
the resolution of audit findings.
Financial Reporting Series—This set of books contains information 
and examples of how governments present specific financial 
reporting information. It includes the following:
—Illustrations of Notes to the Financial Statements o f State and Local 
Governments (Replaced by A Preparer's Guide to Note Disclosures)
—Illustrations of Introductory Sections o f Comprehensive Annual Finan­
cial Reports o f State and Local Governments (1984)
—Illustrations of Statistical Sections o f Comprehensive Annual Financial 
Reports o f State and Local Governments (1985)
—Illustrations o f Supplementary Financial Data in Comprehensive 
Annual Financial Reports o f State and Local Governments (1985)
—Illustrations of Interim Financial Statements of State and Local Govern­
ments (1985)
—How to Understand Local Government Financial Statements: A User's 
Guide (1986)
—Illustrations o f Combined, Combining, and Individual Fund and Account 
Group Financial Statements of State and Local Governments (1986)
— Suggested Solutions to Governmental Accounting and Financial Report­
ing Practice Problems in Applying Authoritative Standards (1987)
—Illustrations o f Popular Reports o f State and Local Governments (1988).
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-A Public Manager's Guide to Government Accounting and Financial 
Reporting (1989)
*  *  *  *
This Audit Risk Alert supersedes State and Local Governmental Develop­
ments— 1994.
*  *  *  *
Auditors should also be aware of the economic, regulatory, and profes­
sional developments in Audit Risk Alert— 1994, which may be obtained 
by calling the AICPA Order Department at the number below and 
requesting product number 022141.
Copies of AICPA publications referred to in this document can be 
obtained by calling the AICPA Order Department at (800) TO-AICPA. 
Copies of FASB and GASB publications referred to in this document can 
be obtained directly from the FASB or GASB by calling the FASB/GASB 
Order Department at (203) 847-0700, ext. 10.
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